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Abstract

A ‘new consensus in macroeconomics’ has recentlgrged which is
closely linked with new Keynesian economics and clwhis highly
influential in policy-making circles. This paper tbhoes the ‘new
consensus in macroeconomics’, and argues thattumally all respects it
cannot be considered Keynesian, and in many resjidstnot new either.
Keynesian economics is viewed in terms of the adl¢he ‘principle of
effective demand’ in both the short run and theglomn with investment
having a key role, the rejection of Say's Law andrket adjustment
processes to generate full employment, and thedwchbracterised by
pervasive uncertainty. The NCM is characterised fiynusing behaviour
under full information, the reinstatement of Sayaw, the denial of
effects of demand on supply, and a focus on mopgtalicy and a denial
of the role of fiscal policy. It can be readily sa@ot to be Keynesian. The
crucial role given to the ‘natural rate of intetesidicates its lack of
novelty with a return to Wicksell.

Key words New Keynesian, new consensus in macroeconommiesyral
rate of interest’, Keynes
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1. Introduction

The year 2006 saw the commemoration of th® Jtniversary
of the publication of Keynes'sGeneral Theoryand the 60
anniversary of his death. Whilst the diminishinghtbaof Keynes’s
followers has ‘banged the drum’ for tligeneral Theoryin various
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conferences, in the economic policy-making world thfluence of
Keynes and Keynesian ideas continues to declihestdations of this
would be the imposition of the anti-Keynesian Stgband Growth
Pact in the Economic and Monetary Union, and trevatlon of
monetary policy over fiscal policy and the ideattbaemployment
and economic growth are supply-side determined, Wetould be
pointed out that a ‘new consensus in macroecononmscsirmly
established and this draws heavily on ‘new Keymeéseconomics
(Meyer, 2001; Woodford, 2003; Bank of England, 200%ince that
‘new consensus’ is highly influential in policy cies, doesn't this
show that Keynesian economics prevails? The anBwer this paper
is, as the title suggests, that the new Keynesieona@mics as
exemplified in the ‘new consensus’ is neither new lkeynesian. The
paper proceeds by first briefly indicating what Ilcbbe considered
Keynesian (seeking to avoid theological debateswbiat Keynes
really said, whether what is here described as Esgam can be
related to Keyné$. It then outlines the ‘new consensus in
macroeconomics’, and argues that in virtually efipects it cannot be
considered Keynesian. It is also suggested thatany respects it is
not new either. The ‘new consensus in macroecorgirepresents a
firm return to a pre-Keynesian perspective dresspdin some
technical clothes.

2. The characterisation of Keynesian economics

The defining feature of Keynesian economics is'phiaciple of
effective demand’, namely that in both the short amd the long run
the level of economic activity is effectively detened by the level of
effective demand. The emphasis is usually placedhenshort run,
but, if ‘the long-run trend is but a slowly changicomponent of a
chain of short-period situations; it has no indejssm entity’ (Kalecki,
1971: 165), then demand rules in the long run dk Wwengside that
is the view that, at best, the market forces moving economy
towards full employment are rather weak. The lalbmarket (if such
exists) does not operate such that real wagestathusiwards in the
face of excess supply. Real wages are seen tot by tlee actions of
firms in the setting of prices. The real balandeatfis weak (and in a
world of endogenous money non-existent; Kalecki44)9 The two
mechanisms which have been traditionally reliednugdo not work.

! Given my previous work, there is a strong Kaleokiinge to what | describe as
Keynesian.
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These can be summed up as a rejection of Say’s(lrd@rpreted as
‘supply creates its own demand’).

A particularly important ingredient in effective rdand is
investment, and there is what may be termed an péernfent
investment function. Specifically, the forces detering the
propensity to invest are quite different from thagetermining the
propensity to save, and hence there is no goodmets think that
desired savings will flow into desired investment.

The world is characterised by pervasive uncertaiatg views
on the future are flimsily based and ‘subject taddan and violent
changes’ (Keynes, 1937: 213-4). Pervasive uncaytaiand the
shifting ‘waves of optimism and pessimism’ may liehind shifting
propensity to invest (to which other factors suchtechnological
opportunities could be readily added). ‘It is omya world where the
future is uncertain that the importance of monepnt@actual
arrangements, and financial market activity becopreslominant in
determining future real world outcomes’ (Davids@902: 12), and
uncertainty and money combine to produce unemploynigavidson
(2006) states that there are classical axiomstt&]axiom of neutral
moneywhere money does not affect real outcomes anthf2xiom
of an ergodic economic worldhere the future can always be reliably
predicted and [3lhe axiom of gross substitutiavhere everything is
a substitute for everything else. Removal of th#dsee axioms
permits an analysis of an economic system whdrenfiney matters
in the long and short run, i.e., money is nevertra money affects
real decision makirfg [2] The economic system is moving through
calendar time from an irrevocable past to an uagernot reliably
predictable (nonergodic) future. In uncertain, rrgodic
circumstances, decision making agents ‘know’ thatfuture can not
be reliably predicted in any probability sense.f8fward contracts in
money terms are a human institution developedfi@ently organize
time-consuming production and exchange processetie T
money-wage contract is the most ubiquitous of theeatracts.

2 Despite Friedman's use of the motto ‘money nelitee remains faithful to the neutral
money axiom and therefore assumes that the quaftihoney can not affect the long
run real outcome of his system. In his own desiorpbf his logical framework,
Friedman (1974: 27) states: ‘that changes in thentity of money as sudh the long
run have a negligible effect on real income so thainmonetary forces are ‘all that
matter’ for changes in real income over decadesamnky ‘does not matter'... | regard
the description of our position as ‘money is akttimatters for changes mominal
incomeand forshort-runchanges in real income’ as an exaggeration baitloat gives
the right flavor to our conclusions'.
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Modern production economies are therefore organized a
money-wage contract based system. [4] Unemploynrattier than
full employment, is a commolaissez-fairesituation in a market-
oriented, monetary production economy.

The time path of effective demand and the leveeodnomic
activity influence the supply-side of the economyaivariety of ways.
Investment sets the evolution of the capital stoakd demand
pressures on the labour side lead to variationsth@ labour
participation decision and to migration flows. Tpace of technical
change and productivity growth is also influenced the path of
demand and economic activity (as exemplified in teehnical
progress function advocated by Kaldor). With thppdy of the factors
of production and their productivity both dependentthe evolution
of demand, it is clear that the supply side dep@emddemand, and that
the evolution of supply cannot be separated from eliolution of
demand.

3. The ‘new consensus’ formulation of new Keynesian
approach
The ‘new consensus in macroeconomics’ (NCM) hasnoffteen

described in terms of a few key equations. We mprtekere a three
equation version (following Meyer, 2061)

Yo =at+taYiitaE (Yh) -aR-E@E)l+s  ...(1)
Pr = bY% + bopra + BE(Pa) + S, (With b+ bz = 1) .-(2)
Ri =RR*+E (Pu1) + 0Y%1 + G (P1—P) + GRe1 ()

where ¥ is the output gap, R is nominal rate of interpsis rate of
inflation, p' is inflation rate target, RR* is the ‘equilibriuméal rate
of interest, that is, the rate of interest consist@th zero output gap
which implies from Equation (2), a constant raténdffation, s (with i
=1, 2) represents stochastic shocks, an@fers to expectations held
at time t. Equation (1) is the aggregate demandhtézu with the
current output gap determined by past and expduatace output gap
and the real rate of interest.

Equation (2) is a Phillips curve with inflation le@lson current
output gap and past and future inflation. As Gordd®97:17)
remarked (though not in the context of this ‘newmsensus’), “in the
long run inflation is always and everywhere an sgsceominal GDP
phenomenon. Supply shocks will come and go. Whatanes to

3 See Arestis (2007) for an extension to an openay utilising six equations.
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sustain long-run inflation is steady growth of noaliGDP in excess
of the growth of natural or potential real outpuf/e have elsewhere
(Arestis and Sawyer, 2006a) outlined the derivatdrthe Phillips
curve and presented a critique of its theoreticahfiations.

The Phillips’ curve underlies the orthodox approaximonetary
policy in two senses. First, the use of interet¢gdo target inflation
draws on the linkage: interest rate — aggregateaddm- economic
activity — inflation, and the Phillips’ curve isdhfinal link in that
chain. The sole use of monetary policy in the fafnnterest rates to
target the rate of inflation would be difficult jastify without that
final link in the chain Second, the notion of the trade-off between
inflation and unemployment has been used to artyeechse for
independence of central banks on the grounds tbhticmans are
tempted to stimulate the economy to reduce unemmoy without
regard for the longer-term inflationary consequence

Equation (3) is a monetary policy operating ruletbe Taylor’s
rule form) with the nominal interest rate basedeapected inflation,
output gap, deviation of inflation from target atige ‘equilibrium’
real rate of interest. The lagged interest rateessmts interest rate
‘smoothing’ undertaken by the monetary authorifsese, for example,
McCallum, 2001).

A fourth equation can be added which relates tioeksof
money to ‘demand for money variables’ such as irgoprices and
the rate of interest, which would reinforce the @yghous money
nature of this approach with the stock of moneyngedemand
determined. Clearly, though, such an equation wbalduperfluous in
that the stock of money thereby determined is #&kia residual and
does not feed back to affect other variables imtbeel.

Equation (3) clearly endogenises the setting adrest rate by
the Central Bank and does so along the lines aylar's rule’. The
significance of the use of ‘Taylor’s rule’ is twadb First, it treats the
setting of interest rates as a domestic matterowitldirect reference
to international considerations such as the exahaate and interest
rates elsewhere in the world, and those internaticonsiderations
would only enter Taylor's rule through effects ohetdomestic
variables of output gap and inflation rate. Secdhd,interest rate is
adjusted in response to the output gap (and tordtee of inflation
which in turn is modelled to depend on the out@mp)gA zero output
gap is consistent with constant inflation, as carséen from Equation
(2). Equation (3) then implies a nominal rate oferest which
translates into a real rate equal to the ‘equirirate RR*, which is
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consistent with zero output gap and constant ioflat~-rom Equation
(1), the value of RR* would need to bgaa. Provided that the Central
Bank has an accurate estimate of RR* then it agp#aat the
economy can be guided to an equilibrium of the fofra zero output
gap and constant inflation (at an interest rateakbdo the pre set
target). In this case, Equation (1) indicates #ugjregate demand is at
a level that is consistent with a zero output dapa private sector
economy, this would imply that the real interester&R* brings
equality betweenek ant¢ savings and investment. The equilibrium
rate of interest corresponds to the Wickselliarturel rate’ of interest
which equates savings and investment at a supgéy-squilibrium
level of income.

In effect, the model portrays an economy in whicé interest
rate can be adjusted to secure equilibrium in tesfna zero output
gap and a balance between aggregate demand arebatgysupply
(alternatively, between planned savings and plammezstment).

Equation (1) relates the output gap from a demamsipective to
expected future output gap, and the rate of inteFast, though, note
that the emphasis is on the output gap, that ésgép between actual
level of output and the ‘normal’ or trend rate aefput. It is assumed
that the ‘normal’ or trend rate of output is settbe supply-side of the
economy. In effect this trend rate of output isumction {ia a
production function) of the factor inputs of labpuwapital etc..
Second, the real rate of interest is included,thigdreflects the role of
a comparison between present consumption and faturgumption in
terms of discounting the future.

Equation (1) is derived from optimisation of expttifetime
utility subject to a budget constraint (see, foaraple, Blanchard and
Fischer, 1989:Chapter 2). Households and firms haesfect
foresight, and know the current and future valuesages and rental
rates. A condition, sometimes known as a non-Pgamie condition
is imposed which ‘prevents families from choosingls a path (with
higher and higher levels of borrowing), with an lexiing debt
relative to the size of the family. At the samedjrwve do not want to
impose a condition that rules out temporary indéfséss. A natural
condition is to require that family debt not incseaasymptotically
faster than the interest rate’ (Blanchard and Esct989: 49).

Three features of this approach should be notedt, Fhe non-
Ponzi game condition leads to the implication tHdetime
consumption is equal to lifetime income (each &lytaliscounted). At
the individual level, this comes from a combinatafra non-satiation
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assumption along with a no final debt conditioncwl, the income
of the individual depends on labour supply at therg wage and of
capital, and the implicit assumption that the il is able to
supply their labour. There is a full employment ussption. The
combination of these two features means that aafgregate level
there is the equivalent of Say’s Law: potential@ygof labour) leads
to actual supply of labour, and the resulting ineamfully spent.

Third, the consumption decision is made at the llefethe
household or family under perfect foresight. We tt@an observe that
objections made be raised to the notion of inteptenal optimisation
along the lines of ‘unrealism’ in terms of the infaation on the future
levels of income, interest rates etc. which areuired, and the
computational requirements to solve the optimisapooblem. There
IS no consideration given to uncertainty about ftitare, to learning
and the change in household membership. A cert@incértainty
equivalent) future is postulated. Significantly rines little room for
learning in this process. A further complicatiomsas from whether
the optimisation is carried out at the individuavel or the household
level. If the decision is at the individual levilien some consideration
should be given to income sharing within a housghiélthe decision
is presented as being made at the household leelthere should be
some recognition of changing household composttiahildren grow
up, households split, etc..

Our focus here is on the features of this approadh¢ch are
particularly relevant for the analysis of monetaryd fiscal policy.
These are:

i) The perfect capital market assumption; spedificathe
absence of credit rationing (which would mean gw@nhe individuals
were credit-constrained) and the assumption ohglesiinterest rate.
This would mean that the only effect of monetarjigyowould be a
‘price effect’ as the rate of interest is chang@tie parts of the
transmission mechanism of monetary policy, whickioive credit
rationing and changes in the non-price terms onchtgredit is
supplied would be excluded by assumption.

i) There is no mention of banks in this analysik.has been
noted that in the major text of Woodford (2003) nk& make no
appearance in the index (Goodhart, 2004). Sinceksbamd their
decisions play a considerable role in the transonsmechanism of
monetary policy, and further that decisions by lsaa& to whether or
not to grant credit plays a major role in the exgdam of the economy
(in the sense that a failure of banks to supplgicreould imply that
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expansion of expenditure cannot occur), theredisjancture between
this analysis and the role of monetary policy.

iii) The role for investment. The basic analysié Woodford,
2003: Chapter 4) is undertaken for households agitugn their utility
function in terms of the time path of consumptiomvestment can
then be introduced in terms of the expansion of ¢apital stock,
which is required to underpin the growth of incontre.effect the
future path of the economy is mapped out, and cpresgly the time
path of the capital stock. Investment ensures thjasament of the
capital stock to that predetermined time path. &her then by
assumption no impact of the path of the economthercapital stock.
There is not what we may term an independent inwvest function in
the sense of arising from firms’ decisions takerthia light of profit
and growth opportunities, separated from savingsisams of
households.

4. The ‘natural rate’ of interest and the return 8ay’s
Law

It is instructive to consider the features of tig@igbrium of the
model outlined above. Equilibrium in this contexfers to the
fulfilment of expectations and the achievement loé inflationary
target. Given the construction of the model, a tamtsinflation rate
implies a zero output gap. The features of equulibrare:

a) The output gap is zero. Hence the level of deimaas
adjusted to the level of supply as reflected inttkad level of output.
This has elements of Say’s Law in the sense tleaketvel of output is
supply-determined, and demand adjusts to supgbgitahere that the
adjustment mechanism comes through the interest &smiting
activities of the Central Bank.

b) The rate of inflation is on target. The targee could be set
anywhere as the level of inflation is presumed &vehno effects,
which raises the paradox of why there is concemr avlation if it is
modelled as having no real side effects (e.g. orputu or
employment). A form of classical dichotomy is inwed, that is, a
separation of the real side of the economy fromntfumetary (price
level) side. The level of output is set on the raabply-side of the

4 ‘One of the more obvious omissions in the basio-Yécksellian model developed in
Chapter 4 is the absence of any effect of variationgrivate spending upon the
economy'’s productive capacity and hence upon supp$ts in subsequent periods’
(Woodford, 2003: 352).
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economy, and the rate of inflation is set by theget adopted but
achieved through effects on expectations and mpnptdicy.

c) The real interest rate is at an equilibrium lexfeRR* which
can be seen to be equal tg/ag This equilibrium rate is often seen to
correspond to what is called the Wicksellian ‘natugate’ of interest.
Wicksell distinguished between the money rate of interest (as
observed) and the ‘natural rate of interest’ whias the interest rate
that was neutral to prices in the real market, gnadinterest rate at
which supply and demand in the real market wasjatibrium.

Although it is not self-evident from the model auéid above,
this ‘natural rate of interest’ equates savings immwedstment and does
SO at a zero output gap (which is implicitly assdni@ be consistent
with the full employment of labour : flexible reahges would permit
the labour market to clear with full employment guatible with the
zero output gap). Although the rate of interessas by the Central
Bank, a loanable funds view of interest rate deiteation is
reinstated.

This takes us back to a pre-Keynesian positiorth@General
Theory sense) as described by Keynes himself (in Trsatise on
Money Keynes, 1930). ‘Following Wicksell, it will be owenient to
call the rate of interest which would cause theordcterm of our
fundamental equation to be zero tnetural rate of interest, and the
rate which actually prevails themarket rateof interest. Thus the
natural rate of interest is the rate at which sgnamd the value of
investment are exactly balanced, so that the pene of output as a
whole (1) exactly corresponds to the money rate of theciefficy
earnings of the factors of production. Every departof the market
rate from the natural rate tends, on the other haodset up a
disturbance of the price level by causing the séderm of the second
fundamental equation to depart from zero. We hawerefore,
something with which the ordinary quantity equatdwes not furnish
us, namely, a simple and direct explanation whigein the bank rate
tends, in so far as it modifies the effective raiesiterest, to depress
price levels” (Keynes, 1930: 139).

But in theGeneral TheorKeynes explicitly rejects the idea of a
unique natural rate of interest, and in effect agythat there is a
natural rate of interest corresponding to each |lefe effective
demand, which would bring savings and investmetat balance. “In
my Treatise on MoneY defined what purported to be a unique rate of
interest, which | called the natural rate of ingtrenamely, the rate of
interest which, in the terminology of niyeatise preserved equality
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between the rate of saving (as there defined) dred rate of
investment ..... | had, however, overlooked the that in any given
society there is, on this definition,different natural rate of interest
for each hypothetical level of employment. And, iganly, for every
rate of interest there is a level of employmentvihich the rate is the
‘natural’ rate, in the sense that the system wallil equilibrium with
that rate of interest and that level of employmértius it was a
mistake to speak of the natural rate of interesiboasuggest that the
above definition would yield a unique value for ttege of interest
irrespective of the level of employment. | had mtloén understood
that, in certain conditions, the system could bequilibrium with less
than full employment” (Keynes, 1936: 242-3). laiso the case that a
shift in the state of confidence and expectati@agling to a shift in
the investment schedule would lead to a shift & tiatural rate of
interest. Keynes went on to argue that “If therany such rate of
interest, which is unique and significant, it mbstthe rate which we
might term theneutral rate of interest, namely, the natural rate in the
above sense which is consistent with full employingiven the other
parameters of the system; though this rate mightditer described,
perhaps, as theptimumrate ..... The above gives us, once again, the
answer to the question as to what tacit assumpgiogquired to make
sense of the classical theory of the rate of ister&his theory
assumes either that the actual rate of intereatways equal to the
neutral rate of interest in the sense in which aeehust defined the
latter, or alternatively that the actual rate dénest is always equal to
the rate of interest which will maintain employmamtsome specified
constant level. If the traditional theory is thagerpreted, there is little
or nothing in its practical conclusions to which weed take
exception. The classical theory assumes that thkirog authority or
natural forces cause the market-rate of interesatsfy one or other
of the above conditions” (Keynes, 1936: 243-4).

An interesting feature of the NCM approach is thatoperation
of Say’s Law does not come on through the operatfanarket forces
: there is, for example, no real balance effecvbugh which falling
prices increase the real value of the stock of morteereby
stimulating demand to finally reach a level comiplati with full
employment. It is the wisdom of the Central Bantotiyh the setting
of the key rate of interest which ensures thatel®n zero output gap.
It is aided in this through the operation of Taidaule : in effect the
‘natural rate’ does not need to be known to thet@éBank and the
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Central Bank will know when the ‘natural rate’ oftérest is reached
as then output gap is zero and inflation is coristan

5. Disputing the role of fiscal policy

The three equation model outlined above appeaddféo little
opportunity for fiscal policy. It would be possibte interpret the
coefficient g in Equation (1) as a shift variable reflecting fiexal
stance. It would, of course, be the case that thalilerium level of
output is unaffected by fiscal policy. If the fisctiance were changed
reflected in a change in,ahe implication from this model is that the
‘natural rate’ of interest (which can be solved asitg/as) would also
change so as to leave the equilibrium level of egate demand
unchanged and compatible with the equilibrium lesfebutput. Fiscal
policy could be compared in terms of its stabilisiproperties with
monetary policy by the use of a ‘fiscal policy Tay$ rule’ whereby
the fiscal stance changes in response to deviatibimilation from its
target and output from its equilibrium level. Eqaat(3) is asserted to
reflect actual practice, even though fiscal polrogy be adjudged
more powerful.

However, there is a strong sense in which fiscdicypois
deemed impotent in this approach by constructios. iAdicated
above, there is the idea of an intertemporal budgestraint at the
level of the individual, and then by constructiantlae level of the
private sector. Under this budget constraint, thierean essential
equality between income and expenditure and sadndsnvestment.
There is then a corresponding government budgestiont. This
takes the form of ‘the governmeniistertemporal budget constraint
“.... It states thathe current level of debt must be equal to theqmes
discounted value of primary surpluséisthe government is currently
a net debtor, it must intend to run primary surpiiat some time in
the future” (emphasis in original, Blanchard anschier, 1989: 127).

This approach nullifies any requirement (or effeof) fiscal
policy for two interrelated reasons. First, it i1 accounting
requirement that the private sector surplus plus plblic sector
surplus sum to zero (in the context of a closedhenty). Hence, if the
private sector is, over time, constrained to haveaknced budget
along the full employment path, then so must thelipusector. But
since the private sector is spending all its incofukk employment is
assured and there is no space for a public seatdgdd deficit.
Second, there is Ricardian equivalence so far ashtuseholds are
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concerned. Hence any fiscal stimulus by governmsotld be
completely offset by the response of the privattase

6. Role of monetary policy

The NCM model portrays an economy in which therederate
can be adjusted to secure equilibrium in terms a@km@ output gap
and a balance between aggregate demand and aggregeply
(alternatively between planned savings and planime@stment).
There are (at least) six factors that may prevhaig from coming
about, and which would upset the conclusion thegrest rate policy
can guide the economy to equilibrium with demand aopply in
balance and inflation on target.

The first is that the ‘equilibrium’ rate of intetess either
negative or positive but so low as to be unattd@in terms of the
equations given above this would correspond to réwd rate of
interest given by gas being low or negative. This would be equivalent
to saying that the savings and investment schedigle®t intersect in
the positive range of interest rates. The aggredateand equation
(Equation (1)) above clearly assumes that aggredateand, and
presumably investment, is interest rate sensiguel{ that ais greater
than zero) and that there is a substantial autonensomponent of
demand (otherwisgaould be non-positive).

Second, and not unrelated to the previous poimgrest rates
may have very little effect on the levels of invesnt and savings and
hence variations in the rate of interest would beffectual in
reconciling intended savings and investnfefiihe theoretical and
empirical arguments on the ambiguity of the sigrthef relationship
between savings and the rate of interest are wellvk. The empirical
literature on investment has often cast doubt enirtipact of interest
rates on investment and stressed the roles oft@bdity and capacity
utilisation.

® This discussion is in terms of the Central Bank. rtis assumed that the rate of interest
on loans is above that Central Bank rate, and thit tite rate of interest on loans,
which is relevant for investment decisions. Givée tisks for banks involved in
extending loans, it can be assumed that theremganum level below which banks
would not go in terms of the loan rate.

It is notable in this respect that Kalecki’'s apmtoanade just this assumption — interest
rates are not mentioned in respect of savingsjrarestment did not depend on the rate
of interest as the long-term rate of interest (de@nelevant for the level of investment)
varied little and the differential between the raferofit and the rate of interest (also
seen as relevant) also varied little. See Sawy@85)L
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Third, the linkage from the key discount rate setle Central
Bank and the interest rates, which influence ecaaaacisions, may
be rather loose and uncertain. For example, thg-term rate of
interest may be viewed as relevant for long-termestiment decisions,
and the response of the long-term rate of intéceshanges in the key
discount rate may be relatively slight and may vawver time. The
banks could respond to a change in the discouatyas combination
of changes in the interest rate on loans and clsangehe credit
standards, which they set. Hence, the impact ohange in the
discount rate on interest-sensitive spending datssdepends on the
decisions of banks and other financial institutions

Fourth, the ‘equilibrium’ rate of interest has bedtermined in
light of domestic considerations only, and may be@icompatible with
interest rates in the rest of the world or haveesevmplications for
the capital account balante.

Fifth, the Central Bank cannot calculate and attafme
‘equilibrium rate’ of interest through reasons @tk of information, it
being a moving target. It can be seen in the egusiyiven above that
the ‘equilibrium rate’ depends on/a and these are parameters,
which can and do vary over time. Mistakes may oactihe setting of
interest rates as the Central Bank has imperfdotnmation on the
equilibrium real rate of interest RR* (assumingtthach a rate does
actually exist), and may aim for a real rate okrast which is not
equal to gas. Any shift in fiscal policy, in investors’ confidee or in
world trade conditions would be reflected in a d®@m a, leading
thereby to a change in the equilibrium real ratentgdrest. This would,
of course, exacerbate the problems of securingrnrdtdon on the
equilibrium rate and exacerbate the chances ofcyofistakes.
Information on the ‘equilibrium rate’ is not exactleadily available,
and indeed at best can only be estimated with damend over a
period when it can be reasonably assumed the ymtgharameters
are stable. A significant issue arises here, namékther the Central
Bank can make systematic mistakes on its estinatése ‘natural
rate’, and in particular does the Central Bank tendverestimate the
‘natural rate’. The interest rate set by the Cerank will have an

" As Keynes argued, “the dilemma of modern bankigatisfactorily to combine the
two functions. As a purveyor of representative nyprieis the duty of the banking
system to preserve the prescribed objective stdnafamoney. As a purveyor of loans
on terms and conditions of a particular type, this duty of the system to adjust, to the
best of instability, its supply of this type of @ing to the demand for it at the
equilibrium rate of interest, i.e. at the natuekef (Keynes, 1930: 192).
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effect on investment decisions, and a generallyhigh interest rate
will lead to lower investment and capital stock.tinn, the capital
stock will help determine the ‘trend’ level of outp and a lower
capital stock could lead to a lower ‘trend’ levébaoitput.

Sixth, the Central Bank (or the government) may wash to
attain the ‘equilibrium rate’ of interest as definabove. In other
words, the Central Bank does not pursue a politeyakin to Taylor’s
rule.

7. Does the classical dichotomy hold?

The approach to monetary policy outlined abovesresta form
of the classical dichotomy whereby there is a sdjar between the
real side of the economy (here in effect descrimgdhe supply-side
equilibrium) and the monetary side of the econospe(ifically here
the demand side in the form of interest rates)s Beparation permits
the assignment of monetary policy to the nominalesof the
economy, and specifically to inflation, and suppigle policies to
address the real side of the economy. The clasdicAhbtomy was
developed in the context of exogenous money anapipdication of
the quantity theory of money. Relative prices agsburce allocation
were determined by the interaction of demand argplgufor each
good, leaving the price level to be set from theclstof money.
Money acted as ‘a veil'. In the NCM, the stock obmey does not
play any causal role, as can be seen from Equatign® (3) above.
Monetary policy has become aligned with interegtgaThe question
arises as to whether monetary policy in the fornrmt&rest rate setting
has any lasting effects on the supply side of t@nemy. There is a
more general question, namely, whether the leveleoiand makes a
lasting impression on supply potential, and hentether the time
path of economic activity influenced by fiscal amibnetary policy
impacts on supply potential: the issues of patheddpncy and
hysteresis effects (see Palacio-Vera 2005 for eddiom on this).

The component of aggregate demand likely to be niwmest
interest sensitive is investment expenditure. Thisupported by the
results of the simulations of the effects of ingémate policy to which
reference is made below in which the effect ofriege rate change on
investment is larger than the effects on other aorepts of demand.
The NCM framework is concerned with the effectsndérest rate on
aggregate demand, and thereby on the rate ofiorflaBut investment
impacts on the time path of the capital stock, ledce on the future
supply-side position. For monetary policy to hawe lasting supply
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side effects, it would have to be assumed thate¢hérate of interest
averaged out at the equilibrium rate, and thatetfiects of interest
rates (relative to the equilibrium rate) were syrmnal. Even then
there would be effects on investment, which woakt for some time
(e.g. perhaps 20 years, depending on the lifeeotépital stock).

However, we need to consider the logic of the NQiraach,
namely that households set the optimum time patkhf®economy in
terms of consumption from which the time path ofisgs can be
inferred. Savings flows into investment, and hetlee time path of
investment is derived from these decisions of hioolsks. Investment
itself, as was evident in the neo-classical modeajrowth, does not
have an independent existence from the savinggifumdNVhen the
investment function has an independent existen@ant be seen as
driven, for example, by firms’ decisions based orofifability,
capacity utilisation and growth expectations. Thel@ion of the
capital stock then depends on those key variablesjinvestment and
the time path of the capital stock becomes patlermidgnt.

The use of deflationary measures (e.g. raisingesterates) to
address inflation may have longer-term adverse emprences. In so
far as the deflationary measures impact on investnteen future
productive capacity will be that much reduced (Aeeand Sawyer,
2005; Sawyer, 2002). Specifically in the contexinudnetary policy,
interest rate changes have an effect through tlvoseponents of
demand, which are sensitive to monetary conditwhsther in the
form of price effects (interest rate) or quantityfeets (credit
rationing). Investment is, of course, a major fawimdemand, which
falls into that category.

The complex relationship between the level of eatin@activity
and inflation undermines simple notions such agyadn current level
of economic activity leads to future inflation. ftay be that lower
level of economic activity now leads to lower figleconomic activity
and worsening inflation position. It was though tbamer notion (as
reflected in the Phillips curve), which lies behimduch of the
argument with regard to problems of time inconsisye It also lies
behind much of the argument for independence oftr@eBanks,
which are presumed to be less likely than politisido engage in
short-run stimulation of the economy, which is géred to have
longer-term inflationary consequences.
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8. Discussion

In the NCM the supply-side equilibrium is represehby the
zero output gap. The model is constructed to ernthatethe economy
tends to that zero output gap albeit that it isdh&ling hand of the
Central Bank through monetary policy that is in rapen. This
conclusion seems to reject all of the lessons @& Keynesian
revolution on the role of effective demand.

Keynes and others have not denied that a suppdy-sid
equilibrium can be constructed in theoretical terrAs de Vroey
(1997) argues, Keynes could have readily agreeld fitedman on
the definition of the ‘natural rate of unemploymieas corresponding
to full employment (taking into account frictionand search
unemployment), but differed in the major respectoawhether there
was a strong feedback mechanism leading actual plogment to the
natural rate. Keynes would view the forces leadirgy actual rate of
unemployment towards the ‘natural rate’ as weakd athe
achievement of the ‘natural rate’ would require ighhlevel of
aggregate demand. In contrast, Friedman would Wewadjustment
of real wages in the face of the excess supplyabbur as the
mechanism by which the unemployment moved rapulihé ‘natural
rate’.

But Keynes and others have stressed the role actefé
demand which determines the level of economic #gtiand that
effective demand does not readily adjust to the plsugide
equilibrium. Non-Keynesians have argued for a war@ ways by
which the economy would move to full employmenbrira focus on
the labour market, adjustments of real wage infwe of excess
supply was perceived to do the job (and thoughoftein recognised
in this way the Phillips curve as envisaged by,,d&zgedman, 1968).
But that adjustment process does not itself ensheat there is
sufficient demand to underpin full employment, @sl@ppeal is made
to Say's Law. However, the mechanism which appearsnany
models (e.g. Layard and Nickell, 1986; Batl al, 1988) has been
some form of the real balance effect. The realrizaaelies on money
constituting net worth (i.e. that money is exoges)and the effects of
the real balance were accepted as being rather (bedkevertheless
played a key role in many new Keynesian models)es€htwo
mechanisms could be viewed as market adjustmenegses.

The NCM appears to recognise that money is endageand
does not constitute net worth. But endogenous mof@ey the
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associated creation of money through the loan gg)gaays at most a
minor role. Specifically the loan granting procegdanks in enabling
investment and the expansion of expenditure to tdee does not
feature at all. ‘(T)he possibility of stimulatinge business upswing is
based on the assumption that the banking systepeciedly the
central bank, will be able to expand credits withauch a
considerable increase in the rate of interesthdf banking system
reacted so inflexibly to every increase in the deentor credit, then
no boom would be possible on account of a new itiwennor any
automatic upswing in the business cycle’ (Kaledd90: 489). The
credit rationing of banks (and other financial ingions) is also
absent despite the arguments of authors such giitzSton the
ubiquity of credit rationing. The presence of cteditioning would
mean, for example, that not all households canilyebdrrow against
future income, and hence the life-cycle model agraged above
would not apply to them.

The adjustment process is now the interest ratejgth this is
undertaken by the Central Bank, and the adjustrdepends on the
wisdom of the Central Bank rather than the opemnatibany invisible
hand. In the model described above there is thamghautomatic
feature in the form of Taylor’s rule: demand abewggilibrium, output
gap positive, interest rate raised, demand fallgthWhterest rate
treated as the relevant price, this has analogiés & Walrasian
adjustment process whereby price changes in the &dcexcess
demand. The responsiveness of demand to a chanigeerest rate
(and even more the responsiveness of inflation rierest rate
changes) can be questioned (Arestis and Sawye)200

The NCM has sought to re-establish the notion diragle
‘natural rate of interest’ which is invariant to wements in aggregate
demand. The quote from Keynes given above indidaiteslismissal
of that notion. The ‘natural rate of interest’ canly be constant
provided that the propensities to invest and tosaare and the fiscal
stance (not to mention in the open economy coritextnet foreign
demand) remain unchanged. Although Keynesians hended to
suggest that the propensity to consume is ratladles{though there
have been observed shifts in that propensity)pitrast investment is
subject to shifts. Keynes would point to the effecf ‘waves of
optimism and pessimism’ in an uncertain world wath unknowable
future on investment. Kalecki would point to thédeefs in the short
term of capacity utilisation and profitability amithe longer term the
changing effects of technological opportunities.
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The Keynesian consumption function relates consumer
expenditure to current income. The NCM approachvdran the life-
cycle approach to consumer expenditure, and as saltes two
important assumptions. First, that individuals ao¢ constrained in
their lending and borrowing (subject to the ovetdd time budget
constraint): there is no credit rationing, andrele access to credit.
Second, individuals spend all their income oveirthig time. It is
this assumption which is perhaps key, alongside vlesv that
investment operates absorb savings. The fundamézdtire in the
work of Kalecki and of Keynes is that investmentl asavings are
separate decisions and that (in effect) the overalbensity to spend
cannot be taken as unity (and if it is, then S&@w is in operation).
The dependence of the NCM analysis on a life-timéget constraint
(with the non-satiation assumption) and the (ofteplicit) view that
savings automatically flows into investment runeedily counter to
the insights of Kalecki and Keynes, and merely s&ites (in
mathematical form) an ‘all income is spent’ viewn Anportant side
effect (argued in more detail in Arestis and Sawg@06b) of this is
to deny any role for fiscal policy. It is on thiads that we claim that
the NCM is neither new nor Keynesian.
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Ozet
Ne “yeni” ne de “Keynesgil: Yeni Keynesgil Programiir elstirisi

Gunuimizde yeni Keynesgil iktisatla yakindan ilgite iktisat politikasi olgturan
cevrelerde ¢ok etkili bir uza olusmaktadir: Makroiktisatta Yeni Uza (MYU). Bu yazida
MYU’nun betimlenmesine calilmakta ve s6z konusu uzlain hemen hemen higbir 6zglli
ile Keynesgil sayllamayagg Ustelik bir cok Ozelfi itibariyle yeni de olmady ileri
surilmektedir. Keynesgil iktisat hem kisa, hem ualégnemde yatirimlarin anahtar roli
oynadpl “efektif talep ilkesi’nin énemi, Say Yasasi'nire \piyasa uyum sireglerinin tam
istihdam yarataga gorisunun reddi ve yaygin belirsizliklerle karakterizdilen bir dinya
Uzerine kuruludur. Oysa MYU tam bilgilenme altindatimizasyon davraglariyla, Say
Yasasi'na gecerlilik kazandiriimasiyla, talebin @rerindeki etkisinin reddi ile, para politikasi
Uizerine odaklanilarak, maliye politikasinin roliiniadsinmasi ile karakterize edilmekte ve bu
baglamda Keynesgil olmagh kolayca gorilmektedir. MYU'da ‘dgal faiz haddi’ kavramina
verilen Kilit rol ise, bir yenilik dgil, Wicksell'e donitur.

Anahtar kelimelerYeni Keynesgi, makroiktisatta yeni ugla“dogal faiz haddi”, Keynes.

JEL siniflandirmasiE10, E12.



